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the LEC Price Cap Order. A LEC that was not able to achi~ve

higher productivity growth than the Commission's standard would

need a LFA in each year to achieve the 10.25% lower adjustment

level, after the LFA was reversed each year. Thus, Bell

Atlantic inadvertently shows in this chart that if the

Commission did not allow add-back, it would impose a higher

productivity standard on underearning LECs than it adopted in

the LEC Price Cap Order.

Bell Atlantic includes different productivity changes

in chart 1-4 to produce the same underlying rates of return as

in chart 1-3, before add-back. By including arbitrary and

unjustified productivity changes from year to year, Bell

Atlantic makes it impossible to compare the results solely due

to add-back vs. not adding back. This chart also implies a

higher productivity standard because, after add-back, the LFAs

in years 2, 3, 4, and 5 are lower than in year 1. Moreover,

Bell Atlantic's methodology makes it appear that the sharing

and LFA amounts are all attributable to year 1 when, in fact,

they reflect the cumulative effect of LFA amounts for each

year.

In charts 2-1 and 2-2, Bell Atlantic omits the

productivity changes, but it miscalculates the year 3, 4 and 5

revenues. Bell Atlantic reverses the year 2 LFA twice in year

3, which should show the same revenues as in year 2 plus half

the LFA amount for underearnings in year 2. These errors

affect the calculation of LFA amounts for all years after year

2. Chart 2-2, because of these errors, incorrectly shows that,

even with add-back, the LEC earns less than the 10.25\ minimum
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rate of return. However, as the Commission demonstrated in the

NPRM, add-back should allow an underearning LEC to earn up to,

but not more than, the lower adjustment amount of 10.25% when

all other factors are held constant.

Ameritech disputes the Commission's observation that

the failure to include add-back creates a "see-saw" effect on

earnings by presenting charts that allegedly show that, without

add-back, the rate of return "stabilizes naturally. ,,10 The

flaw in Ameritech's reasoning is that the rate of return

"stabilizes" too high. Based on a 14.25\ rate of return, aLEC

should earn 13.25\ after sharing 50\ of revenues between 12.25\

and 14.25\. Ameritech's exhibit shows that, without add-back,

the LEC's rate of return stays well above 13.25\ in years 3

through 6. The rate of return "stabilizes" (that is, the

see-saw effect becomes less pronounced over time) only because

sharing is limited to 50\ of aLEC's overearnings. This was

shown in the graph attached to the NTCs' initial comments in

this docket. For a LEC earning below the lower adjustment

level, the "see-saw" effect continues at the same magnitude

because the LFA is based on 100\ of the LEC's underearnings.

Ameritech also argues that add-back "pushes" aLEC

into the sharing zone in subsequent years even if it only

overearned in the first year. ll In Ameritech's example, a

LEC earns over 12.25 percent in the first year but not more

than 12.25\ in the second and subsequent years, without

10 Ameritech at p. 5 and Exhibit 1.

11 Ameritech at p. 6.
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add-back. With add-back, Ameritech shows that the sharing

amount caused by year 1 throws the LEC into sharing for years 2

and 3. What Ameritech ignores is that the sharing obligation

in year 2 would be reversed in year 3. If the LEC earned

12.25\ in year 2 with sharing, but without add-back, it would

earn in excess of 12.25\ in year three after the sharing

reversal. Therefore, the see-saw effect would occur, and the

LEC would share the proper amount only every other year.

Add-back is the only way to properly calculate the LEC's

sharing obligation each year.

US West argues that add-back causes a LEC's calculated

rate of return to rise each year even when its underlying

operational results do not change. 12 However, its analysis

conveniently assumes that the LEC's API is 10\ below its PCI,

so that the LEC does not have to change its rates despite the

sharing adjustment to the PCI. Since sharing has no effect on

actual revenues in US West's example, it is impossible to

evaluate the effect of add-back. If the LEC's API were equal

to its PCI, its rate of return after add-back would be the same

each year. That is, if the LEC earned 14.25\ in the first

year, its normalized earnings would be 14.25\ in the second

year, after add-back of sharing revenues. This would produce

the same sharing amount in the third year. The LEC's

underlying rate of return would remain at 14.25\, and its

actual or booked rate of return would be 13.25\, after sharing,

each year after the base year. Thus, add-back does 'not inflate

12 US West at p. 8.



- 9 -

either the LEC's underlying rate of return or its reported rate

of return -- it simply ensures that the rate of return for

purposes of computing a sharing obligation is not artificially

reduced by the amount of sharing from the previous year.

Finally, MCI objects that add-back (that is, removal)

of LFA revenues permanently excludes LFA revenues from aLEC's

rate of return calculations. 13 MCI notes that if LFA

revenues due to underearnings in year 1 are removed from the

rate of return calculation in year 2 through add-back, the

revenues for both years are below actual billed revenues.

However, this does not in any way undermine the earnings

backstop mechanism. In effect, LFA revenues under add-back in

year 2 are treated as having been "earned" in year 1. It only

appears that total billed revenues are not included in the rate

of return reports because the LEC does not retroactively change

its rate of return for year 1. If the revenues that were

removed from year 2 were included in year 1, the LEC's earnings

for both years would be at the lower adjustment mark of

10.25\. This shows that add-back allows the LEC to recover

under earnings in the previous year, and no more. The LFA

revenues must be removed from the rate of return report for

year 2 to properly calculate the LFA needed for year three to

maintain the 10.25\ rate of return after reversal of the year 2

LFA. Without add-back, the LEC's rate of return would be below

10.25\ for the entire period.

13 MeI at pp. 8-9 and Table 1.
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Thus, none of these analyses does anything to

undermine the Commission's demonstration of the need to

normalize earnings by adding back sharing and LFAs.

I I r. LOWER FORMULA ADJUSTMENT REVENUES MUST BE REMOVED FROM
EARNINGS TO COMPLY WITH THE PRICE CAP MINIMUM RATE OF
RETURN

Mcr supports add-back of sharing amounts but not of

LFAs. MCI cannot have it both ways. Add-back performs the

same function whether it is applied to sharing ·or LFAs -- it

normalizes a LEC's rate of return for purposes of computing the

sharing obligation or LFA amount for the next period.

MCI complains that removal of LFA revenues excludes

revenues actually billed to customers. 14 Add-back of sharing

could be criticized on the same basis, because it includes

revenues that were not billed to customers during the current

reporting period. In both cases, add-back simply removes the

effect of additional revenues (in the case of an LFA), or of

revenues that were not collected (in the case of sharing) in

the current period due to events that occurred during the prior

period.

Mcr maintains that, under the previous rate of return

regulation, the Commission never allowed the LEes to exclude

revenues for purposes of computing their earnings. 1S This is

incorrect. Under the rule that the LECs must report "earned"

revenues during a reporting period, the LECs have always

14

15

Mcr at p. 6.

MCr at p. 11.
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excluded revenues from backbilling (revenues collected in the

current period for services that were provided in a previous

period) from their reported earnings under both the rate of

return and price cap systems. LFAs are similar to backbilling

because they are "earned" in the previous period when the LEC

underearned, and because they do not reflect the revenues that

the LEC would otherwise have collected during the reporting

period.

Mcr also argues that the LECs never normalized rate

increases under the rate of return rule. 16 This is true only

because there were no out-of-period rate increases under the

previous automatic refund rule, which had no mechanism for

correcting underearnings in a previous period. Had the

automatic refund rule included a mechanism for rate increases

due to earnings in previous periods, the LECs would have been

required to report "earned" revenues by excluding those

revenues from the period in which they were received. This is

similar to the treatment of refunds. Whether refunds are made

through credits paid directly to specific customers or through

prospective rate reductions, the LECs must normalize their

revenues in the same manner by adding-back the refunds to their

16 rd. Mer points out that the LECs did not normalize rate
increases due to midcourse corrections under the rate of
return regime. However, midcourse corrections were not
out of period events. Those rate increases occurred
during the reporting period to re-target earnirtgs to the
authorized rate of return during the remainder of the
reporting period. Because they were not designed to
recover underearnings that occurred during previous
reporting periods, there was no need to normalize the
revenues from those rate charges.
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rate of return reports. For the same reasons, it is irrelevant

whether a LEC receives out of period revenues in the form of

backbilling or an LFA rate increase -- the LEC must still

exclude those revenues from its earnings to report earned

revenues for the current reporting period.

MCI also criticizes add-back when applied to LFA

because it "guarantees" that a LEC will earn at the lower

adjustment mark of 10.25%.17 MCI argues that the Commission

did not establish 10.25% as the minimum rate of return for

price cap LECs. 18 It notes that under the previous rate of

return regime, the LECs were required to refund overearnings

but were not allowed to raise prices for underearnings. This

is true, and it is also why the automatic refund mechanism was
19overturned in AT&T v. FCC. The court found that a system

that automatically refunded overearnings but provided no relief

for underearnings would, over time, drive a carrier's return

below the minimum level that the Commission had determined was

necessary for the carrier to stay in business. In the LEC

Price Cap Order, the Commission avoided the flaw in the

automatic refund rule by adopting a minimum rate of return

17

18

19

MCl at pp. 12-14. MCl does not object to the fact that
add-back "guarantees" that a LEC in the sharing mode will
not earn more than the maximum of 14.25'. While MCI's
self-interest in policies that will reduce rates is
understandable, the Commission must adopt a co~sistent

approach to add-back for both sharing and LFAs.

MCl at pp. 10-12.

American Tel. & Tel. Co. v. FCC, 836 F.2d 1386 (D.C. Cir.
1988) .
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along with a mechanism -- the LFA -- to provide relief for a

carrier that earned below the lower limit.

The Commission adopted the lower adjustment mark based

on its unequivocal finding that a LEC earning less than 10.25%

over an extended period of time would be unable to maintain

service. 20 By setting the lower limit 100 basis points below

the authorized rate of return of 11.25%, the Commission gave

underearning LECs an incentive to improve their productivity,

without setting the lower limit so low as to endanger their

ability to remain in business. 21 MCl's issue is not with the

NPRM, which does nothing more than ensure that the LFA is

properly computed to bring earnings up to 10.25\, but with the

price cap system that the Commission adopted in 1990. These

arguments are irrelevant to the NPRM, and MCl should reserve

them for the Commission's upcoming review of the price cap

system.

The NPRM demonstrates that if LFA revenues are not

removed, an underearning LEC may earn at 10.25\ in some years,

but that the "see-saw" effect would ensure that the LEC would

underearn over an extended period. Thus, a failure to exclude

20

21

See LEC Price Cap Order at para. 148.

LEC Price Cap Order at paras. 164-65. Thus, Bell Atlantic
misses the point when it quotes the LEC Price Cap Order to
argue that the Commission rejected the notion that the
price cap system should guarantee the LECs that they will
achieve earnings at the full rate of return. See Bell
Atlantic at p. 3. The "full" level of the prescribed rate
of return is 11.25\. The backstop mechanism that the
Commission adopted only increases LEe earnings up to
10.25\, in order to retain an incentive for increased
efficiency.
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LFA revenues would clearly be inconsistent with the

Commission's price cap backstop mechanism for low earnings.

IV. SHARING DOES NOT HAVE TO BE EQUATED WITH REFUNDS TO
JUSTIFY ADD-BACK

Some of the commenters oppose add-back on the grounds

that the Commission is attempting to turn the price cap sharing

mechanism into a rate of return refund mechanism. 22 They

argue that refunds are backward-looking attempt~ to correct

past overearnings, while the price cap backstop mechanism is a

forward-looking effort to re-target earnings. 23 Some even

argue that add-back is prohibited because it constitutes

retroactive ratemaking. 24 These arguments miss the point.

Regardless of whether sharing is a refund mechanism or not,

normalization of a LEC's rate of return is necessary to

properly implement the policies that the Commission adopted in

the LEC Price Cap Order.

The Commission's policies on sharing and LFAs are

quite clear. Sharing and LFA amounts are calculated based ~n

22

23

24

See, ~' GTE at p. 5.

See, ~' MCr at pp. 18-19.

See, ~' GTE at p. 5; Ameritech at pp. 2-3. Ameritech
misquotes the Commission's Price Cap Reconsideration Order
by making it appear that the Commission decided that
"Sharing is intended as a means of sharing prospective
productivity gains, and not a refund mechanism."
Ameritech at p. 3. The language it quotes is a summary of
the comments of BellSouth in that proceeding, and it is
not a finding by the Commission. See Policy and Rules
Concerning Rates for Dominant Carriers, CC Docket No.
87-313, Order on Reconsideration, FCC 91-115, released
April 17, 1991, p. 50 n.148.
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the base year, ~, past period, rate of return. The sharing

and LFA adjustments that are calculated in this manner are made

to the future period rates as a one-time adjustment. Thus,

these adjustments are not designed to target future rates to a

particular rate of return; they are always calculated with

regard to past period earnings. It is too late in the game for

a party to oppose this process or to characterize it as

retroactive ratemaking, since the period for petitions for

reconsideration of the price cap policies has long passed. The

only issue at this point is whether add-back is necessary to

carry out those policies. The NPRM clearly demonstrates that

it is. Without add-back, a LEC's rate of return does not

reflect its underlying financial results, and it is impossible

to enforce the earnings limitations of 10.25\ on the low end

and 14.25\ on the high end.

V. THE NPRM CLARIFIES, RATHER THAN MODIFIES, THE REQUIREMENTS
OF THE COMMISSION'S PRICE CAP RULES

BellSouth disputes the Commission's characterization

of the NPRM as a clarification of the requirements of the price

cap rules, rather than as a rule change, and it argues that the

Commission cannot apply a rule change retroactively.25

25 See, ~, BellSouth at pp. 3-9. See also AT&T at p. 6.
BellSouth also cites the NPRM for the proposition that
ratepayers would be harmed by retroactive application of
add-back becau~e it would increase rates by $20 million.
BellSouth at p. 8. This is incorrect. BellSouth cites
the Commission's calculations of the 1992 sharing and LFA
amounts, which do not represent the impact of add-back on
1993 sharing levels, which are affected by the LECs'
underlying 1993 rates of return. The NTCs calculate that
add-back would reduce nationwide access rates by over $20
million if applied to 1993 rates.



- 16 -

BellSouth rests its case entirely on the technicalities of the

Form 492A report, and it does not refute the Commission's

findings that (1) the existing rules place the burden on the

LECs to calculate sharing amounts in accordance with the

Commission's sharing mechanism; and (2) the only way to

properly calculate a LEC's sharing obligation is to add back

the effects of sharing or LFAs for previous periods. Nor does

BellSouth dispute the fact that the Commission retained the

Form 492 requirement that LECs report earned (i.e., normalized)

revenues. These requirements, which predate the NPRM,

effectively refute BellSouth's argument that the NPRM proposes

a retroactive rule change. Clearly, the NPRM merely clarifies

the requirements of the Commission's price cap rules, and the

principles described in the NPRM apply with full force to the

issues in the pending investigation of the 1993 Annual Access

Tariffs.

BellSouth is wrong in its analysis of how the revised

Form 492 requires the LECs to report their rates of return.

BellSouth notes that the previous Form 492 report contained a

line 6 to itemize refunds in the base period, and that it

required the LEC to subtract this amount from the operating

income on line 3 to produce a "net return" on line 7. In the

revised Form 492A, the Commission retained a line for

FCC-ordered refunds (line 7) and it added a line for sharing

and LFA amounts (line 6), but it did not retain a final line

that would have required the LECs to add-back the sharing/LFA

amount or the FCC-ordered refund amount to produce a "net
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return" similar to the previous line 7,26 According to

BellSouth, this "makes it clear that 'add-back' forms no part

of the rate of return calculations under the LEC price cap

1 27 h'orders or ru es," T 1S argument proves too much. If the

absence of a final line requiring the LECs to add-back

sharing/LFA amounts on line 6 were dispositive, then the same

would be true of the FCC-ordered refunds on line 7, Yet, even

Ameritech admits that the LECs must normalize their revenues on

line 1 by adding-back the FCC-ordered refunds on'line 7. 28

Thus, the fact that these items are broken out on lines 6 and 7

does not mean that the Commission changed its rules on

out-of-period adjustments. To the extent that sharing/LFA

amounts, FCC-ordered refunds, backbillings, and credits for

overbillings are calculated and applied with reference to past

periods, the effect of these items must be excluded from

"booked" revenues to show "earned" revenues on line 1. The

fact that the Commission modified the Form 492 to eliminate

separate calculations of the effect of refunds does not mean

that the Commission amended its normalization rule sub silentio.

Thus, the rule has always been that the LECs must

normalize their revenues for all out-of-period events,

includinq sharing/LFA revenues. In addition, normalization

through add-back is implicit in the rules on the backstop

26

27

28

See BellSouth at pp. 5-6.

Id.

See Ameritech at p. 3.
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sharing and LFA mechanism. No commenter has provided any

evidence to the contrary.

VI. THE NYNEX TELEPHONE COMPANIES AGREE THAT THE COMMISSION
SHOULD ENHANCE THE INCENTIVES FOR THE LECs TO BECOME MORE
EFFICIENT BY ELIMINATING SHARING IN ITS REVIEW OF THE
PRI CE CAP RULES

Several parties argue that add-back limits the

incentives for the LECs to become more efficient by limiting

their potential earnings. 29 We agree. However,. that is

because ~dd-back enforces the 14.25\ upper limit on earnings

that the Commission adopted in the LEC Price Cap Order. Such a

limit dampens the incentive of the LECs to take risks when

investing in the domestic network infrastructure because their

potential gains are limited. The price cap system already

protects ratepayers through the caps on price increases. There

is no need to engraft further "protections" by placing an

inflexible ceiling on the earnings that the LECs can achieve by

investing in the telecommunications network.

The way to encourage innovation and risk-taking is not

to re-interpret the Commission's existing rules on the backstop

mechanism by deciding that normalization never existed.

Rather, the Commission should amend its price cap rules to

eliminate sharing, which makes the issue of how to calculate

rates of return moot. For this reason, the NTCs support the

commenters that urge the Commission to eliminate sharing in the

upcoming review of the price cap rules. 30

29

30

See, ~, Pacific Companies at pp. 2-4; USTA at pp. 2-5.

See id.
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VII. CONCLUSION

For the foregoing reasons, the Commission should adopt

its proposed rule to clarify that the LEes should add-back the

effects of sharing and LFAs in calculating their rates of

return for the backstop earnings mechanism.

Respectfully submitted,

New York Telephone Company
and

New England Telephone and
Telegraph Company

By:~tJVJZ
d ard R. Wholl

Joseph Di Bella

120 Bloomingdale Road
White Plains, NY 10605
914/64'-5637

Their Attorneys

Dated: September 1, 1993
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By the Commission:

I. INTRODUCTION AND StJMMARY
L. Under the Commission's price cap pl.n. I locaJ u

chance cart'ier's (LEesl interstate rate of return in one
year can be the basis for adjustments to that carrier's price
cap indexes in the followine year. Th.is rate of return
"backstop" is intended to tailor the plan to the circum
"rances of iN1ivldual LECl. wl\i!e assurinc that customers
share In productivity pins. In order to preserve the effi
ciency incentives of price caps. this Idj\A5tment to the
Indexes applies only to the next year's allowable I'Ites. and
only if the LEC"s rate of mum falls oumde a broad ranee
around the rate of return used to ~n LEe price caps.
11.:!5 percent. The LEC pnerally bqins to share half of its
earnings wilh customers beeinnine at a 11.25 percent rate
of return: all earnings above 16.15 percent are returned to
customers lhroueh this adjUSlment. Similarly. at the low
end. if the LEC"s earninp fall betow 10.25 percent. an
upward adjustment In the price cap inc1u:es is permitted in

'the follo.wlng year.
1. LEC prtce cap ratcs took effect on Ianun 1. 1991.

and the first application of this sharinl and lo';er adjust
ment mechanISm occurred in the annual 1m access tariff
filings. whiCh were filed in April 1992 and took effect on
July 1. 1QQ:!. LECs with rales of return above 12.ZS percent
during IQQl lowered their price cap Indexes by a IOtal of
$76.8 million to share earn In&!. LECs with rates of return
below 10.25 percent Increased their indexes by a total of
$96.0 million.

I A.mendment of Pan b'. lnl,ntate lUte of Return Prescrip
tion: Procedures ana ~ethoc1oloaies 10 Establish Reportina Re·
quiremenu.. CC Docket No. ljO-I2i. 1 FCC Rc:d .Q~2. Q50-5i
\I~).

- ld. at Q6l1·Qb l. "llllCnaix C.

~. [n the annual lqQ3 access tariff fil1nll:S. an Issue !'lCb

ansen as .0 how such shartng and lower etij al.1Justments to
the price cap indexes should be reflected In tne rate of
return used to determine sharing and lower formula wJust
mencs in the (allOWing year. Some prtce ..:ap LEe) ha,'e
proposed lhat the rate at return used to compute thiS years
backstop' adjustments should Include the effects of last
years backstop ~djustment. ThIS approach would reduce
sharing amounts this year for LECs who were subject to
shartng last year. However .. under rate of retur.n regulallon
we have required LECs to "add-back" an adjustment ior
rate of return-based refunds from prior periods. "Add·
back" would also Iftcrease the lower end adjustment. and
thus permit higher rates. for LECs who received that ad
Justment last year.

4. Our review of the LEC price cap plan. and the rules
and orders implementing it. indicates !O us that lhe
amounts of the backstop adjustments should probably not
be included when computing the rates of return used to
determine sharine and lo....er end ac1justments in the fol
lowinc year . .-\5 we discuss below. we believe that "add
back" is more consistent with the price cap plan as it was
adopted. However. we rccoanize that this issue was neither
expressly discussed in the LEC price cap orders nor clearly
addressed in our Rules. "Add-back" aJso penes implementa
tion issues that it may be useful to air anci resolve now that
lhe first tariffs raisinl this. issue are before us. Accordingly.
we are esIIbtishinl this docket to seek comment on the
tentative conclusion discussed below. and on proposea rule
changes. to incorporate "add-back" clearly into the LEe
price cap rules.

U.DISCl.'SSION

A. Add-lKk In Rate of Retum R..ulalioll
S. Under rate of return repwion. LECs refund

overarninp above the prescribed m.ximum allowable rate
of return. whether throulh direct payments to customers.
rate reduaions in a subsequent tariff filine period. or dam
aps awarded after complaintS. Because the rate of return
prescription applies to a LEC"s performance and rates
Within a specific monitorinl penO<1. we halle requi.red
LECs to lreat refund payments as adjustments to the pertod
in wnich the Qverearninp occurred_ rather than to tne
period in which the refund is paid. I

6. This approach is implementea by inclUding ·a line
item on the rate of return monuorinc repon. Form ~Q:!.

which displays the amount of refunds associated Wllh prtor
enforcement periods.~ The refunds are lhen "added back"
into the total murns used to comfute lhe rate of return
for the current enforcement period. The nel rate of return
after add-hack IS then usel.l 10 determine compliance wuh
the prescribed rate of return during the new enforcement
periO<1. and to compUle ttle amoynt of any refund oblip
lion:

1 Section b5.bOO of the Commission', Rules...7 C.F.R. Section
oS.btl(J.
• Section, b5.700-03 of lhe Commi,sion'~ Rule~...7 C.FR,
Section bS.711O-413.
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B. The Rate of Return Backstop in the LEC Price Cap
Plan

7. A pure price cap plan seeks to establish reasonable
rates by capping pnces rather than profits. For example. In
our AT&T pnce cap plan maxImum prtces are limited bv a
formula that adjusts [he prtce cap indexes (PCls) annuallv
based on Inflation and a productivity target. not the cai
rier's own coses. S The Commission was concerned. how
eyer. tiw a pure pnce cap plan might pnxtuc:e unintended.
resu.1ls as applled to ttie man, indi'lidual LECS anc1 theIr
varying operational. and economic circumStances.· For this
reason. die Commisslon. Included a rate of return-based
baclurop mechanism rn rite LEe ptic:e cap I7lan. The plan
retaIns productivity incentives try aHowing LEe eanungs to
vary within a wide range around the initial ll~ percenr
rate of return. Outside that range. the sharing and lower
formula adjustment apply to adjust the price cap inc1ex.·

8. We anticipated that the backstop would operate in
much the same way as rate of return enforcement for LECs
still subject to rate of return regulation. Rates of rtturn
would continue to be calculated and reported in essentially
the same manner.~ Where we found that changes in the
application of the rate of return were appropriate. we
specifically adopted them. These changes included the
wider range of earnings. the exclusion of the LEC price
cap earnings thresholds from the rate of return
represcription process. and the deletion from earnings re
pons of information not needed unUu the price cap ptan_~

q We adopted the sharinl ana lower' aDO. adjustment
mechanisms both as rules and prescriptions. similar to the
preJCTlption applied to' rate of return carrien. Ul We also
made clear that we expected the mechanisms to enforce the
earnings limItS we had adopted. in order to assure that
rales would rematn within a rlnge of reasonableness. and.
that particular LECs could not retain unusually high carn
Ings [hat were not necessarily tied to increases in pro
ductivtly. SectIon 61A5(dl/1) requires that price cap LECs
"shall make such temporary exogenous cost changes as
may be necessary to reduce PCls to give full effect to any
shanng of base period earnings required by lhe shanng
mechanism ...... Su also SeaIOR olA5Cd)( 1Hviil.

C. The Add-Back Issue for the Price Cap Backstop
10 Our initial rniew of lhe record docs nOI indicate

that any commenters In the LEC Price' Cap rulemaking or
In the subsequent reconsideration proceeding discussed the
detaIls of rate of return calculations. or requested that we
eliminate add-back from the rate of reu,I..rn Qlculalions of
rhe LEC prtce cap plan. In discussinr and adopting
changes In rate of return monitorinl and reponing. we also
did not indicale that the add-back provisions in Form ~q1.

which IS used to report returns. were to be chanced.

5 Report and Ora.;r .1nd S«aftd Further NOlice of Propowd
Rulem:lr.ini. .1 FCC Rca 2MiJ. ~1-33 lparu. 1Il0-11~} (l~~)

(AT&T P'l'~ Cap OrdUI: Err:num. .1 FCC Red 337Q (I~~I.

• Policy 3nd RulC5 Concerrunl R.1tC5 for Dominant Cunen.
CC Docket So. l'Ii -313. Secomt Repon 3nd Dreier. S FCC Rcd
1)11\0. MOl (I~I) (LEC PPU:. Cap Ord~,).

Far _LEC~ ."'hO elect 3 producli~iJY f:Letor of 3.3 percent
dunnl the tarIff ye:lr. Ihe 50 pertent sh:lnnl obliplion Deilns
for raleorof nturn 3Dove 12.~ percent:" olnd 100 percent Sh:lrinl
Dellns at 10.15 percent. For LECs -..ho eleCt Ihe more challenl
Inl ~.3 pel'C'Cnt productiVity factor. 50 percent sharinl Delins for
r311lS of return 3Dove 13.25 percent. and 100 percent sharinl

2

II We have also examlOed the effec!s uf aud'''ao, anc
betteve that It continues to be an aporo'pnate and :nueel!
probably necessary component of the oackstop F',rs!. as ..... e..
dIscussed In [he LEC PrIce CilP O~aer, the pnce cap Dian l~'"
Intended. co create tn~enll\'eS tor productlvJ[\ I!ro ..... tn
Changes In rate of return each year are used as a rr"ieasure
of productlvlty growth relallve to the pnce cap targeL The
amounts of shartng or lower formula adjustment lmp~e·

mented In one year. no~er. relate to productlvltv perfor·
:nance In a pnor year. Thus. unless add-back occurs. the
relauonsltip berween rale of re[urn and producllvllV ~wtn
becomes bidden. . ..

1':' Second. withour add-back. anificlal SWings in earn
ings can occur. As the example In Appendix A illustrates.
tnC use of unadjusted rales of return for backstop calcula
tions create a "see-saw" effect on earnings. even If the
carrier's operational performance was [he same each 'lear.
This can occur because the unadjusted rate of return effec
tively double-eounts the amount of the backslOp adjust
ment. once In lhe base year and then again In the tarIff
year.

13. Third and most. important. add-back. appears neces
sary to the rite of return thresholds applied to determine
price cap LECs" sharing obligations and lower adjustment
right are those we intended. The price cap plan gives the
LECs subslantial fleXIbility in their rates and earnings. to
encourage &feater efficiency .• However. for the LEes the
CommiS$ion established limits on this flexibility and a
ranre of reasonableness for' LEC earnings. Without ada·
back. the double-eounting of backstop adjustments could
effecti.vdy pumit earninp uutside the range of reasonable
ness we designated. LEu would share less of their earnings
as they approach or exceed the high end of lhe rance· and e
would receive smaller adjustments when they feU lXlow the
10..... end of the range. In both cases. the' effeCtive rate of
return over time could fall outside the ra. of returns we
judged to be reasonable. Rates of return would nOI be
limited to the 16.15 percent maxImum we established for
LECs elccting a 3.3 percent productivllY factor. nor would
earnIngs below 10.15 percent be adjusted upward to lO.15
percent. This effect is illustrated in the examples in Appen·
dix A. The examples also show that thiS discrepancy could
be quite significant. In the current annual access [ariff
filings. use of the unadjusted rate of return for computing
this years backstop Ifoijuaments would permit rates of re-
turn that would be on average O.:! percent higher ae the
upper enu. anu 0.5 percent lower at the low end than the
adjURed rate of return. For individual LECs. the effect IS

ohen greater still. as much. as 1.0 percent above and O.Q
percent below the rate of return calculated wilhout the
adJustment. II The aud-back adjustment corrects these de·
V'latlons and sets the backslop rate of return limlls at the
levels we selected in the LEC P',ct Cap Ofdtr

Deains at 17.15 percent. The lower formula adjustment remains
31 10.15 percent in Dolh C:l5C5. LEC PrIC~ Cap Ord~r. 5 FCC Rc4
II /)7R7 -IV< (~ru. 7. Ill}.
~ LEC PrIC~ Cap Ord~r. S FCC Rcd .21 OS32 (parol. 3':')).
~ LEC Pnc~ Cap Order. S FCC Rcd .2' 0I42i·J~ Ip:lr:1.S. 332-14).
10 LEe Pnc~ Cap Ord".2t /)I\Jb (~r:1.S. .Il)J·-O..l).
II For Cltolmple. in the lnnu~1 1~2 olccrss tariff filini.
Ameritech ~Icul~led a sh:lrinl obliption of SIH.2 mtllion and ...
reduced its ratC5 on July l. rClQ2 to return th.11 amount to ...
ratepayers. Thus. Ameritech'~ revenuC5 were lDout Sq,l million
lower in IClQ2 that thrv would hOlve been ..... ithout shartn" aur-
Ina the second hollf ot the ye:lr. Amerltech reported ItS r:lle of

•



Federal Communications Commission FCC Q3·3::S

I.. By reducing the range of earnIngs permmed under
the backstop. however. add.bad~ does reduce the efficiency
Incentives. ~oreover. to the utent that the sharing and
lower end adjustments unc1er prtce caps are not refunds. It

might be argued that the rate of return methodology used
to define sharing obliptions and lower formula adjust
ments should be basec1 upon the returns achieved under
the rates actually charged dUring the base year.

15. Based upon our review of thiS issue. we tentatively
conclude that the add-back adjustment ShlilUld continue to
be part of the rate of return calculations of LECs subject to
price caps. preceding their calculations for purposes of the
backstop snaring and lower formula adjustments. We pro
pose specific rule language in Appendix B to implement
thiS tentatiVe conclusion. We also request comments on
thiS tentative conclusion and other mechanisms to deal
with the Issues we have discussed.

D. Credit for BeIOw-<:ap RaIes
16. Use of add·bKk woulc1 present at least one further

issue: whether a LEC that has set its rates !)elow the price
cap indexes. durinc the bae year should receive credit for
the amount between its PC1 aD4 ilS API. or actual prices.
in calculating its sharing amounts. In a sense. the LEC has
already passed throUlh some rate red"'ctions by pricinc
below the cap. Allowing credit for below-ap rates would
encoul1lge canien to char.. lower. below<ap rates. Con·
versely. if the LEes low earninp in one year are in pan
the res",lt of its own decision to set rates below th~ cap. the
rationale for aUowin, an upward adjustment in the cap the
next year would seem to be less persuasive. Moreover. we
established the alternative ...3 percent productivity factor as

) an option for LECs who are willing to make larger up·
front rate cuts in exchange for reduced sharing require'
ments. We did not SpeCify other adjustments to sharinc
obliptions. and declined to adopt a plan that would have
automatically red,uced sharing based upon the actual rates
set by the LEC. I. We requesc comment on whether LECs
should be given credit for below-ap rates in the price cap
hackstop mechanism and how sucb a credit would be
ca Ic u lated.

III. PROCEDURAL MAlTERS
17 RtguullO''Y Fltxlbllll.v Act We certify that the Repla·

tory FleXibility Act of 1q80 does 'not apply to this rule
making proceedinc because if the proposed rule amend
ments are promulpted. there will not be a sicnificant
economic Impact on a substantial number of small bUSiness
enlllles. as d~fined by Section b01C3) of the Regulatory
FleXibility Act. Local exchanp carrien subject to price cap
regulation. who would be affected by the proposed rule
amendments. generally are large corporations or affiliates
of such corporations. The Secretary shall send a copy of
this ~Otice of Proposed Rule MakinC. incluc1inl the cer-

return for IQQ2 3t 12.7Q percent witl\oul 3dd·bIck. An 3dd-b¥k
3.C1justmenl of Sq.l million. alonl witl\ ttle federal income taJ!
effect. would raise Amerilech's rite of return to 12.QQ percent.
ThiS tI.~ percent difference In r;ue of return would pner:ne an
3A:ldlllonal 53 million In sharinl obliption durinl tl\e accas
year belinnlnlon July I. IQQ3.

Convenely. Conlll of Ihe South. "hich had a .10,,", end
3djustment in 1~2 of 53 million. reponed a roue of
return before add-baCk of K.bJ percent in IQQ2. With

J

tlfiCallon. to the Chief Counsel for Al.hocacv of the Smail
B~siness AdminiStration In accordance ll.'·llh paragrapn
6.)03(al of the Regulatory FleXibility ACt Pub. L -"0
96-35... 9.. Stat. lib... 5 eSc. Secllon 601 ~t uq. (198ll

18. COmmt1tl Datn' Pursuant to applicable proceuures
set forth in Sections 1.-lIS and 1.~19 of the CommiSSion,
Rules...7 C.F.R. Sections 1,..115 and U1Q. Interested par
ties may file comments on or before AUluSf 2. 1993 and
reply comments on or before September 1. 1993. To tile
formally In mls proceeding. you mUSt file an on~nal and
four copies of all comments. reply comments. and sUppOrt
ing comments. If you want each CommiSSioner to receive a
personal copy of your comments. you ~hould file an ongl'
nal piUS nine copies. You should send comments and reply
comments to Office of the Secretarv. Federal Communica
tions Commission. Washington. D.C. :055... Comments
and reply comments will be available for public Inspection
during regular business hours in the FCC Reference Cen
ter. Room Z30. 1919 M Street. N.W.. Washington. D.C.
Z0554.

19. E.z Pant R"lts • .VOfl-RtSUIettd Procudillg. This is a
non-restricted notice and comment rulemaking proceeding.
E.z parlt presentations are permitted. except during the
Sunshine Agenda period. provided they are disclosed as
provided in Commission Rules. Stt gtfll,all.v ..7 C.F.R.
Sections 1.IZ02. 1.1203. and 1.1 200ca I.

For further information on this proceeding contact Dan
Grosh. Tariff Division. (202) 632-6387.

FEDERAL COMMUNICATIONS COMMISSION

William F. Caton
Acting Secretary

add-b¥k. itS 3djuSteG lw:! r:ue of return ...ould be /'I.l~

percent. Use of the adjusted r:ate of. return in lhe 10'" end
3djuStment would permit 3n 3ddition:a1 SI million In 10'"
.nd adjustment for Contel in the forthcomina 3CCns ~flr.

Il LEC PrKI Cap O,.r.' FCC Red :at tII4()) cpar~. t~·3l.1). I
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APPE~DlX A

o Consider the company whose earninqs are as shown below,
which makes its retunas throuqh a refund check each
OeceJllber 31

Revenues
Expenses
Rate Base
Rca
Retuna
Rca with

Refund

Year 1

2,425
1,000

10,000
14.25

100

13.25

2,425
1,000

10,000
14.25

100

13.25

Year 3

2,425
1,000

10,000
14.25

100

13.25

Year 4

2.,425
1,000

10,000
14.25

100

lJ.25

o Contrast this with the ettect on this same company with
a sharing plan to implement the retunds, but without an
add-back

R.venu... ·
Exp.ns••
Rat. a....
ROR
Sh&:inc;:
to a. re
turnea in
next year

Year 1

2.,.42.5.
1,000

10,000
14.25

100

Year 2

2,125.
1,000'

la, aaa
13.2.5'

50

Y.ar 3

2,3.75
1,000

~o,oaa'

13.75

75

Y.ar'"

%,J:S'O'
1,000

10,000
13.50

62.50

II

This company share. le.. and reports a ditterent
rate ot return each year, ev.n though its underly
ing costs did not change

o Contrast this re.ult with the aft.ect ot inclw1ing the
ada-back

Thu. the company which incluc:l•• the add-})ack in it. rate
ot return computation has the .... rate of return anc:l
return. the •••• Dount of .on.y to ratepayer. •• the
company which mak•• it. refund by • check•

o

Revenue.
Expense.
Rate ea••
ROR
Add-back
ROR with

Add-back
Sharinq

Year 1

2,425
1,000

10,000
14.25

o

14.25
100

Year 2

2,325
1,000

10,000
13.25

100

14.25
100

Y.ar 3

2,325
1,000

10,000
13.25

100

lol.2.5
100

Year 4

2,325
1,000

10,000
13.25

100

14.25
100

•
..
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o Consider the company whose earninqs are as shown below,
which receives it:s low-end. adju.tment throuqh a check
each Oecember 31

Year 1 Year 2 Year 3 Year 4

1,925
1,000

10,000
9.25

100

Revenues
Expense.
Rate Base
ROR
LowEnd Adj
ROR with

Adj 10.25

1,925
1,000

10,000
9.25

100

10.25

1,925
1,000

10,000
9.25

100

10.25

1,925
1,000

10,000- _
9.25

100

10.25

o Contra.t this with the effect on this .... coapany with
an exoc;enou. ad.ju.tment to impl..ent the low end adju.t.
manta, but without an add-back

Year 1 Year 2 Year 3

o

2,025
1,000

10,000
10.25

100

1,925
1,000

10,000
9.25

o

2,025
1,000

10,000
10.25

100

1,9%5
1,000

10,000
9.25

Revenu••
Expens••
Rate sa••
ROR
Lov Enc! Adj
to be re
qained in
next year

Thi. ca.pany receiv.. le.. low .nd adjustm.nt
and report. a differ.nt rate ot r.turn each year,
even though ita underlyinq costa 'did not chanqe

o Contrast. thu result with the effect of includinq the
add-back

Year 1 Year 2 Year 3 Year 4

Revenu••
Exp.n•••
Rate Ba••
ROR
Ac!d-bacJt
ROR with

Add-back
LovEnd Adj

1,925
1,000

10,000
9.25

o

9.25
100

2,025
1,000

10,000
10.25

-100

9.25
100

2,025
1,000

10,000
10.25

-100

9.25
100

2,025
1,000

10,000
10.25
-~oo

9.25
100

o Thus the coapany Which include. the adc!-back in its rate
of return co.putatian has the .... rate of return .nc!
receive. the ......ount of aoney •• the ca.pany Which
rec.ive. ita low end·adju.e.ent in a ch.cJt.

~. - '-"" '-.C' .. Cl'" - .
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.\PPE:'I.1>IX B

Proposed Rule Section

Pan 61 of Title .+7 of the Code of Federal Regulauons is
proposed to be amended as follows: 1. The authority
citation for Pan 61 continues to read as follows:

.\L"IlIOR1TY: Sec. 4. 48 Slat. 1066. as amended: 47
C.s.C. 154. InterpnL .. apply -sec:. 103. 48 Stat. 1070; 47
U.s.C.203.

1. Section 61.3(e) is revised by adding the follOWing
bra<:kered language: Section 61.3 o.nnitions

Ie) Base Period. The 1: month period ending six
months prior to the effective date of annual price cap
tarifh. [Base year or base period earnings shall not in·
elUde amounts asso<:iated with exogenous adjustments to
the PO for the sharing or lower formula adjustment
mechanisms. I

6


